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Abstract  
1
 
 
This research explores the short-run and long-run dynamic 
relationships between exchange rate fluctuations and foreign direct 
investment (FDI) inflows in China. Monthly time series data from 
the National Bureau of Statistics of the People’s Republic of China 
are analyzed by employing co-integration tests, vector error 
correction models, Wald tests and impulse responses. The empirical 
results indicate that a change in exchange rates negatively affects 
FDI inflows in the long run while there exists no evidence of short-
run dynamics and reciprocal feedback between exchange rate 
fluctuations and FDI inflows. Furthermore, a structural break occurs 
during the 2007-2009 Asian financial crisis shock to FDI inflows in 
China. 
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1. Introduction  
 
Currency risk and fluctuations, such as weaker dollar, higher or 
lower euro - and sovereign financial debt and austerity measures in 
countries have been on the forefront of economic discussions for a 
number of years. Accordingly, the dynamic relationship between 
currency volatility and foreign direct investment is of interest for 
policy-makers, international business managers and researchers. Do 
we see good evidence that countries with stronger currency invest in 
countries with weaker currencies? It is generally argued that the 
relationship between currency volatility and foreign direct 
investment has significant implications, especially from the 
viewpoint of recent large cross-border movement of funds and 
investments.  
There are two theories about the dynamic relationship between 
currency volatility and foreign direct investment: the flow-oriented 
and traditional approaches, which have been discussed for a long 
time, yet have not resulted in any consensus. In the flow-oriented 
approach, the currency volatility is essentially determined by a 
country's current account balance or trade balance. This model 
assumes that the currency volatility affects international 
competitiveness and trade balance. Consequently, they affect real 
income and inputs. The flow-oriented model claims a positive 
linkage between currency volatility and foreign direct investment. 
Local currency depreciation would lead to a greater competitiveness 
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of domestic firms given that their exports will be cheaper in 
international trade. Higher exports will increase the domestic income 
and hence the firms’ market prices will appreciate since they are 
evaluated as the present value of the firms’ future cash flows. The 
traditional approach claims that depreciation of the domestic 
currency makes local firms more competitive, leading to an increase 
in their exports and consequently higher market prices. This implies 
a positive correlation between currency volatility and foreign direct 
investment. The inference from the traditional approach suggests that 
the weaker currency of host countries lead more foreign direct 
investment inflows. Seen as a value of a financial asset which is 
determined by the present value of anticipated cash flows, the 
currency exchange rate dynamics are determined by all the relevant 
macroeconomic factors affecting the anticipated value. As a result, if 
there are common factors affecting the two variables, foreign direct 
investment may have an impact on the currency volatility dynamics 
or be influenced by the currency volatility behavior. 
 
 
2. Research Objectives 
 
The objective of this paper is to provide additional evidence on 
the short-run and long-run dynamics between currency volatility and 
foreign direct investment. More precisely, we attempt to fill the gap 
in the literature by investigating how information is transmitted 
between these two economic variables through short-term price 
interactions and volatility spillovers. This study would benefit the 
literature in two aspects. First, the paper empirically explores the 
short-term and long-term dynamic relationships between currency 
volatility and foreign direct investment. A better understanding of 
the dynamic association of these two variables enables international 
business managers to make more informed investment and financing 
decisions. Second, because the relationship between currency 
volatility and foreign direct investment is not necessarily to be linear, 
extending the analysis to include both price and volatility will give a 
more comprehensive picture about the relationship between these 
two variables.  
 
 
3. Empirical Framework 
 
Whether empirically or theoretically, many studies have 
suggested a significant relationship between currency volatility and 
foreign direct investment, but the results have been quite mixed for 
the sign and causal direction between the two variables. 
Accordingly, research results for the dynamic relationship between 
currency volatility and foreign direct investment are still 
inconclusive. Therefore, providing further evidence for generalizing 
research results of the previous studies will make a substantial 
contribution to the literature.  
The multifactor model stipulates various factors that can influence 
FDI flows. FDI flows can be affected by macroeconomic variables, 
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such as stock market returns and growth rates of real economic 
activity of the economy. Equation 1 illustrates the unrestricted vector 
autoregressive model in a multivariate form used in this empirical 
study.  
 
   
 
where Δ is the difference operator; α is the deterministic 
component; β and γ are the parameters to be estimated;  is 
assumed to be stationary random errors with mean zero; j  is the lag 
length; t represents 1, 2, 3, …, n observation. 
 
 
4. Data and Results 
 
4.1. Data 
 
This section describes the data and outlines the methodology used 
in the development or selection of indicators and the normalization 
of data. Some systematic factors in the economy may play a major 
role in affecting the stock market index. In particular, a different 
period of time can capture different responses of stock prices to 
varying levels of macroeconomic activity. When Asia experiences 
financial crisis between 1997 and 1998, policymakers became more 
prudent in exercising monetary policy tools. Therefore, this research 
focuses on investigating the effects of exchange rates and various 
economic variables on market returns for the period of post-financial 
crisis.  All of monthly time series data below were collected and 
retrieved from the National Bureau of Statistics of the People’s 
Republic of China.  
 
FDI.  
Foreign direct investment inflows are the gross inflows of new 
investment to acquire a lasting management interest (10 percent or 
more of voting stock) in an enterprise operating in an economy other 
than that of the investor. This series shows new disinvestment 
outflows in the reporting economy from investors of the economy. 
Data are in thousand US dollars. 
 
 Exchange Rates. 
 Exchange rates were calculated in Chinese yuan per US dollar 
(USD), per Euro (EUR), per Japanese yen (JYP), and per Korean 
won (KRW) in a monthly adjusted average. The monthly time series 
data were collected and retrieved from the People’s Bank of China 
database.  
 
Monetary Policy Shock.  
A monetary policy shock refers to the sudden release of price and 
currency controls, withdrawal of state subsidies, and immediate trade 
liberalization within a country, usually also including large scale 
privatization of previously public owned assets. The World Trade 
Organization (WTO) accession of the People’s Republic of China is 
used as a proxy of the monetary policy shock. The WTO approved 
the text of the agreement for China’s entry into WTO on the date of 
December 11, 2001. China became legally a member of WTO 30 
days after WTO received notification of the ratification of the 
agreement by China’s Parliament. A dummy variable with a value of 
0 will cause the variable’s coefficient to disappear, and a dummy 
with a value 1 will cause the coefficient to act as a supplemental 
intercept in the regression model. Hence, the policy shock variable 
equals 1 if the period falls on after WTO accession (from January 
2002) and 0 otherwise.  
 
Shanghai Stock Exchange (SSE).  
The Shanghai Stock Exchange Composite Index is used as a 
proxy of the stock market prices. The index is the most commonly 
used indicator to reflect the Shanghai Stock Exchange’s market 
performance and is a capitalization weighted index. The index tracks 
the daily price performance of all A-shares and B-shares listed on the 
Shanghai Stock Exchange. The index was developed on December 
19, 1990 as the base day and the total market capitalization of all the 
listed stocks on the same day as the base period, with a base of 100 
points. It was published from July 15, 1991 and is the most widely 
used index in China’s securities market. The index data used in this 
study represents monthly average. 
 
Shenzhen Stock Exchange (SZSE).  
The Shenzhen Composite Index is used as a proxy of the stock 
market prices. The index is the most commonly used indicator to 
reflect the Shenzhen Stock Exchange’s market performance and is an 
actual market capitalization weighted index, with no free float factor, 
that tracks the stock performance of all the A-share and B-share lists 
on the Shenzhen Stock Exchange. The index was developed on April 
3, 1991 with a base price of 100. The index was scaled down by a 
factor of 1000 as the base day of July 20, 1994 and was introduced 
on January 23, 1995. The index data used in this study represents 
monthly average.  
 
 
5. Conclusions 
 
Considering the results of the Johansen cointegration test, the 
finding suggests that there exists a long-run equilibrium relationship 
between currency volatility and FDI flows in China. In addition, 
considering the results of the Granger causality test and the vector 
error correction estimates, this study finds that the currency volatility 
of Chinese yuan does Granger cause FDI flows in China. Since this 
study has found evidence that currency volatility is, to large extent, 
related to FDI movements in the short-run and long-run dynamics, 
the finding of this study confirms that there is reciprocal feedback 
between the two variables in China.  
Countries with stronger cash flows are taking advantage of 
weaker currencies in order to invest internationally. Why would one 
pay more for the same investment, if all things being equal?  It is the 
flagship of risk management to spread the risk over assets and in this 
case, geographies, in order to better invest and protect their 
economic assets.  An example is in fact, Japanese FDI in recent 
years. In addition to a favorable exchange rate of 80 yen per US 
dollar, the Japanese have spent the last decade recovering from the 
1980’s crash, allowing them to amass assets even greater than the 
US’s FDI (Inagaki & Fukase, 2012).  Of course, the Japanese 
reasons are more complex and it was interesting to see that they may 
be motivated for more intriguing reasons, such as higher costs of 
domestic labor, electricity and dwindling population.  
It should be noted that the Chinese government substantially 
restrict portfolio investment inflows, even though FDI inflows may 
include disguised portfolio investment inflows and it is possible to 
make investors behave differently. Therefore, FDI inflows into 
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China are predominantly directed toward export-oriented 
manufacturing production. In the meantime, the Chinese government 
remained a conventional US dollar peg system until 2004 and moved 
to a managed floating exchange rate system since 2005, which 
means the current Chinese yuan does not link to only US dollar but a 
basket of foreign currencies. The government believes that the go 
global drive of the Chinese currency requires totally free floating 
exchange rate regime of their currency, which means the regulation 
of capital accounts should be fully opened and exchange rates will be 
largely determined by the demand and supply in both domestic and 
global markets. However, the government remains a managed 
exchange rate regime, which would enable the economy to dampen 
the impact of shocks and foreign business cycles in their way.  
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